Economic goals for 1975 are stated in the Annual Report of the Council of Economic Advisers
and represent the CEA's estimate of the most likely outcome, given economic and policy forces already set in motion, along with a future plan for monetary and fiscal action. Economic projections for 1975 include growth in GNP of 7.3 percent which is distributed as a 3.3 percent decline in real product and a 10.8 percent advance in prices. The unemployment rate is projected to average 8,1 percent in 1975. These projections are to be viewed within the perspective of a longer-range economic projection extending to 1980) This set of long-range projections is a major innovation that recognizes the long lags that are inherent in the economic process, and provides a set of economic assumptions that is consistent with attaining the ultimate goals of full employment and price stability. In addition to these well-known goals, a third economic goal is introduced as a part of the economic program 
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Federal expenditures (national income accounts basis) of 15.5 percent in calendar 1975, which reflects an allowance for increased costs of energy to Federal, state, and local governments, cash payments to individuals who do not pay taxes, and a proposed reduction in spending relative to what it would otherwise be. In addition, many tax changes are proposed. Among these changes are: (1) a one-shot tax rebate to individuals on 1974 incomes; (2) an investment tax credit for corporations; (3) a windfall-profits tax on oil companies; (4) a reduction in tax rates on individual and corporate income; and (5) an increase in the excise tax on oil and natural gas.
Although the emphasis of the Administration's program is on fiscal actions, the CEA Report provides some subtle recommendations for monetary policy. In contrast to last year's Report, no specific guidelines are offered. The recommendation consists of the general statement that "monetary policy must be conducted so as to encourage a near-term recovery in the economy and a resumption of sustainable economic growth."
The purpose of this article is to summarize and evaluate the Administration's 1975 economic program. 2 Even though the Budget and the CEA Report encompass many economic issues, the focus of this article is on the stabilization aspects of the economic program. As background, economic events in 1974 are summarized and examined along with Administration projections that were made in February 1974. The Federal budget program is then examined in some detail along with the general recommendations for monetary policy. Finally, the economic program is analyzed in terms of its feasibility, given the Administration's policy recommendations, and its internal consistency with reference to CNP, prices, and output.
REVIEW OF THE 1974 ECONOMIC PROGRAM
At the outset of 1974, the U.S. economy was caught between the crosscurrents of high inflation and a slowdown in real product growth. In addition, the energy crisis was a factor complicating the assessment of the economic outlook. After growing very rapidly in real terms in 1972 and in early 1973, output growth slowed in the second quarter of 1973. Despite the slowdown in output, inflation continued at very high rates and shortages of basic materials were common, with wage and price controls still in effect at the outset of 1974.
The objective of Administration policy in early 1974 was to avoid extreme policy actions while aiming toward a resumption of real growth and a decline in the inflation rate. The CEA felt that both monetary and fiscal actions had become less stimulative in the second half of 1973 and recommended a continuation of this moderate policy stance. In general, for the first half of calendar 1974 the CEA projected little change in output along with continued high inflation, followed in the second half by a resumption of real growth and a sharp decline in the rate of price advance. Underlying this projection was the assumption that the bulk of the adjustment to higher energy prices would be completed in the first half of the year.
Economic Pro jection~s or, the Rec-ord
The 1974 CEA Report projected an increase in GNP for the year of 7.9 percent. Based on preliminary data for the fourth quarter the realized increase was ex-2 The Administration's program is analyzed in the form in which it was presented in early February 1975. Indications at this time are that Congressional actions on expenditures and taxes will certainly modify the Administrations program as originally presented. This article makes iso attempt to allow for the effects of pending legislation.
actly as the CEA projected -7.9 percent. This is the most accurate projection of GNP since the CEA started giving quantitative forecasts in 1962 (see Table  I ) .~The accuracy of the projection was all the more remarkable when account is taken of the uncertainties which prevailed at the beginning of the year relating to the energy crisis.
The composition of the GNP forecast along with the outcome is shown in Table II More significant from the standpoint of economic policy is the distribution of the CNP change between prices and output. As indicated in Table III , the CEA projected a 1 percent advance in output, which was predicted to take the form of a decline in the first half of the year followed by a relatively strong expansion in the second half. The pattern of output changes during the year deviated substantially from this forecast. Output fell in each quarter, with the first and fourth quarters showing large annual rates of decline of 7 and 9 percent, respectively. From 1973 to 1974 output declined 2.2 percent on an annual average basis. However, the extent of the decline is obscured by comparing averages for the two years, as output fell 5 percent from fourth quarter 1973 to fourth quarter 1974. There was also substantial error in the CEA's projection of prices. The projection of a 6.9 percent advance compares with the realized increase of 10.2 percent. Again, the average for the year obscures the extent of the en-or. The CEA expected rapid inflation in the first half of the year followed by a slowing in the second half. The actual pattern of price advance was one of double-digit inflation throughout the year, or 11.8 percent when measured from fourth quarter 1973 to fourth quarter 1974. Jieco-nzii'ien-ctotio-n-s-vs. Re-a-lizotioris Any ex post evaluation of an economic forecast is incomplete until the underlying policy assumptions are also examined. An accurate GNP projection might well be right, but for the wrong reasons. Furthermore, a full evaluation of a forecast requires an understanding of the underlying model, and, in particular, the role that policy actions play in that model. In the case of the CEA projection, the underlying model is not made explicit, though it is usually interpreted as more of a judgmental model than an econometric model. The CEA forecasters, however, are fully aware of the results of other models, and their projections probably are not fully independent of such models.
il--i-cq
This section examines the Federal budget program in retrospect, along with their recommendations for monetary policy. The conclusion is that the CEA forecast of GNP was accurate because monetary and fiscal actions did not depart substantially from the course envisioned by the CEA early in the year. In contrast to expenditures, receipts were underestimated. The unexpectedly rapid advance of Federal receipts was attributable primarily to the pace of inflation. Inflationary advances in incomes push taxpayers into higher tax brackets and lower the real value of standard deductions and exemptions. Consequently, given the nature of the progressive income tax, inflation acts as a tax increase, raising the average ace n,~u_doSS,,. rate of tltXutlUII~VItlioiit aec~n I i~iiI iy!I ig lcgislaticn t. Ill the case of corporations, inventory profits (which were substantial in 1974) are taxed like all other profits even though they are temporary and tend to be eliminated when inventories are replaced at higher prices.
Another factor working to transfer funds from corporations to the Federal Government is the rate of depreciation on plant and equipment allowable for tax purposes. Depreciation calculated according to historical cost increases accounting profits more rapidly than economic profits when replacement costs exceed depreciation allowances. Corporate taxes are assessed against accounting profits, and thus the effective corporate tax rate on economic profits increases during periods of substantial inflation.
By overestimating the growth in Federal expenditures and underestimating the increase in receipts, the net budget deficit was overestimated by a substantial amount. The original NIA budget estimate for 1974 was an $11 billion deficit, or on a high-employment basis, approximate balance. The NIA deficit which was realized was $1.8 billion, and on a high-employment basis there was a recorded surplus of $9.2 billion. Consequently, it appears that the budget provided more restraint than was planned. To a certain extent such a conclusion is valid, yet the degree of restraint is distorted by the inflation factor. The restraining effect of inflation as reflected in budget receipts holds only to the extent that effective tax rates are increased because of inflation, Mooetoc, Folio-p -The CEA's primary emphasis is always on fiscal policy, but general recommendations are made about monetary policy. The 1974 CEA Report represented a departure from tradition in that a specific recommendation was made. The role for monetary policy was stated as follows:
The monetary expansion in the second half of 1973 can be described by an increase in the narrowly defined money stock (M,) of somewhat under 5 percent and an increase in the broadly defined money stock (M,) of about 8 percent, at annual rates. Continued growth in M 2 at approximately this rate would be consistent with our expectations concerning the increase in money CNP during 1974.T he M 2 definition of money rose 8.5 percent from 1973 to 1974, or somewhat more than recommended by the CEA. Furthermore, the growth of M 2 in 1974 was not steady throughout the year, growing at an 8.7 percent annual rate in the first half followed by a 5.8 percent rate of advance in the second half. Given the nature of this path and the lags in the effect of policy, the economic impact of realized M, growth in 1974 was probably little different than if a steady 8 percent growth had occurred. The effect of the slowdown in M 2 in the second half of 1974 will tend to be reflected in the course of economic activity in early 1975.
Although the CEA tended to dc-emphasize M,, a steady 5 percent growth was considered as being consistent with the CEA projection of GNP. M 5 grew 5.6 percent in 1974. The pattern of rapid growth in the first half followed by slower growth in the second half was even more pronounced for M 1 than M,. rose at a 6.1 percent rate in the first six months of 1974, and then the growth rate dropped sharply to a 2.8 percent rate in the second half. Again, this pattern of rapid money growth followed by sharply lower growth probably had little effect on the increase of GNP from 1973 GNP from to 1974 
A naip's-is Rae-ed on the Sp Louis Mod-el
Even though the CEA projection of GNP for 1974 was on target, there was some indication that policy plans deviated from realizations. To provide an estimate of the effect of these deviations some ex post simulations of the St. Louis model are summarized. Since the CEA's GNP projection was on target, the St. Louis model has little to explain, but such simulations are given for the record.
The results of two cx post simulations of the St. Louis model are summarized in Table V . The first projection uses money and high-employment Federal expenditures as actually recorded. The second projection is the result of using money and high-employment expenditures consistent with the CEA policy recommendations at the beginning of 1974.
The cx post projection using the actual movement in the policy variables shows that the St. Louis model projected the increase in GNP at $115 billion, or $13 billion more than actually occurred, Virtually all of the error was concentrated in real product, as the model successfully captured the movement of prices.°Even though output was overestimated, the simulated average rate of unemployment was close to the realized value.
The cx post projection using planned values for the policy variables indicates that the net effect of policy realizations was positive, that is, the effect on GNP of the greater-than-planned increase in money more thañ
In light of energy developments in 1974, the price equation in the model was modified to include the direct effect of rising oil prices on the general price levei. For discussion of the original form of the price equation, along with the other equations of the model, see Leonall C. Andersen and Keith Xl. Carlson. "A Monetarist Model for Economic Stahilization," this Review (April 1970), pp. 7-25. offset the effect of the less-than-expected growth of Federal spending. In general, however, the differences between the two cx post simulations are small relative to the total error implicit in the model. In contrast to the St. Louis model, the CEA was generally successful in predicting the slowing in the income velocity of money which occurred in 1974. Projections of investment are somewhat differ nt from 1974, with the change in inventory representing the biggest deviation. In 1974, the rate of inventory accumulation declined by $2 billion, but in 1975 the CEA projects liquidation of inventory at a rate of $18.3 billion. As indicated in the CEA Report, a large part of the inventory overhang consists of manufacturer and dealer stocks of automobiles. Other investment activity is also projected to be relatively weak in 1975. Despite proposed increases in the investment tax credit and decreases in corporate taxes, business fixed investment is forecast to grow by only 4 percent in 1975. Residential construction activity is expected to decline further, though the extent of the drop is much smaller than in the previous year.
Fend-sal-B-udget Program for Cal ;-n-do-r 1975
The budget program for 1975 is one of the most ambitious ever developed during peacetime in U.S. history. Normally, snch a degree of fiscal activity occurs only during wartime. However, the budget program for 1975 represents an attempt to aggressively and simultaneously attack the problems of unemployment and energy dependence. Inflation receives consideration in the budget recommendations to the extent that expenditure increases are less than they would otherwise be. Table VII provides estimates of the sources of change in the Federal budget from 1974 to 1975. If the economy were operating continuously at highemployment, it is estimated that at projected inflation rates Federal receipts would rise by $47.3 billion. The projection of further deterioration of real economic activity is estimated to have the effect of reducing revenues by $36 billion, while the effect of the Administration's tax proposals is to reduce revenues by an additional $19.7 billion, Proposed tax changes consist of (1) a temporary tax reduction in the fonn of a tax rebate on 1974 income for individuals; (2) permanent reductions in the rate structure for individuals and an increase in the minimum standard deduction; (3) a temporary increase in the investment tax credit for businesses; (4) a permanent cut in corporate income taxes; (5) increased excise taxes on oil and natural gas; and (6) a windfallprofits tax on oil companies. In addition, as a result of past legislation, the tax base for social security contributions was increased from $13,200 to $14,100 effective January 1, 1975. Another way to view the genesis of the deficit is to note that trend growth of receipts and increases in expenditures for defense and existing nondefense programs would produce a decline in the deficit of $12.1 billion (47.3-4.0-31.2 = 12.1). In other words, without deepening recession and proposed tax cuts, the net budget position would switch from a $7.6 billion deficit in 1974 to a $4.5 billion surplus in 1975. However, the recession reduces receipts by $36 billion from this hypothetical level and increases expenditures (unemployment benefits) by $11.1 billion, So it is estimated that without the proposed tax changes the deficit would be $42.5 billion, but a $19.7 billion net tax reduction pushes the deficit to $62.2 billion in 1975.
Surplws/De-ficit Pos-ition -The combined effect of rapidly rising expenditures and declining receipts is a huge increase in the budget deficit. As indicated in c------------~,
With the budget position obviously influenced by recessionary forces, calculations on a high-employment basis are also provided in Table VII . This measure supposedly provides a more accurate indication of the thrust of the budget on economic activity. According to this measure, fiscal actions are planned to provide a stimulus of $12.5 billion to the economy in 1975. It should be noted, however, that this calculation is influenced in considerable measure by inflation. The inflationary bias implicit in the calculation of the highemployment budget indicates that the budget is planned to be even more stimulative than the $12.5 billion shift in the high-employment budget would indicate. There is no accepted method of correcting the numbers for this inflation bias. 8
Monetary Policy Recosnmendat-io-ns for 1975
The Administration's focus is on fiscal policy, yet there are some well chosen words spoken with regard to monetary policy. In contrast to the 1974 CEA Report, the latest report shied away from offering specific quantitative recommendations for monetary policy.
The CEA makes the following statement about monetary policy:
Monetary policy faces great difficulties in the year ahead and will require careful and continuous evaluation by the Federal Reserve. The uncertainties that underhe the outlook for 1975 add to the finportance of a flexible monetary policy. Monetary policy must be conducted so as to encourage a nearterm recovery in the economy and a resumption of sustainable economic growth. Toward this end, reasonable growth in money and credit will be required -growth which, one hopes, will encourage a freer flow of credit and lower interest rates in private credit markets.°T his recommendation conveys little meaning since imprecise words like "flexible" and "reasonable" are used. Reference to a freer flow of credit, however, does suggest a step-up in the rate of monetary and credit expansion from the rates of late 1974. More subtle recommendations for monetary policy, which appear to be implicit in the overall economic program, are discussed in the next section.
FSVALUATION OF
1975 ECONOMIC PROGRAM According to the CEA, "The most pressing concern of policy is to halt the decline in production and employment so that growth of output can resume and unemployment can be reduced . . . . The policies that we use to support the economy in 1975 must be consistent with a further reduction in inflation in 1976 and thereafter." t°D espite this primary emphasis on stimulating the economy in the short run, the CEA's long-run projections through 1980 indicate that gains in reducing unemployment are not expected to come quickly, nor is the rate of inflation projected to drop It is to be noted that the St. Louis model is a policyoriented model which is based solely on past experience. Being a small model, the options are quite limited in dealing with the operation of special factors like energy crises or variations in food supply. Nevertheless, with energy problems looming so large that they cannot be sensibly ignored, the model has been modified to capture some of the effects of rising energy prices. This modification consists of two changes: (1) adding an excise tax variable to the price equation, except that excise tax is interpreted broadly to include the increase in the price of foreign oil in 1975 and 1974; and (2) changing the assumptions about the level and growth of potential output to reflect the adjustment of aggregate supply to increased energy costs and environmental regulations.
Within the context of the St. Louis model, the Administration's projected increase in GNP is examined to determine if it is consistent with their policy proposals. A second exercise consists of an evaluation of the price and output projections given the forecast of GNP. A comparison of Administration projections with those of the St. Louis model is in no way capable of producing definitive conclusions, yet it is important to scrutinize these projections within the context of an alternative model. The comparison is very tentative, however, because the Administration's model is not made explicit.
Pcosibiiitu of GA'i? Project -ion
The Administration's projection of an increase in GNP of $101.3 billion in 1975, or 7 .3 percent, is examined by comparing it with two simulations of the St. Louis model. One simulation uses a 6 percent steady rate of increase of M 1 and the other uses an 8 percent rate. Both alternatives would represent an acceleration from the 2.8 percent increase that prevailed in the second half of 1974. Even though 1975 receives major emphasis, the CEA also makes a projection for 1976. The forecast for 1976, which, incidentally, is presented in the Federal budget and not discussed in the CEA Report, is for a $188 billion increase in GNP, or 12.6 percent. This assumption of a sharp increase in GNP growth requires further examination.
Both simulations use the path of high-employment Federal expenditures implied in the Federal budget. The money assumptions use fourth quarter 1974 as a point of departure. It should be noted, however, that at this time there appears to be little likelihood that either a 6 or 8 percent growth of money will be achieved in first quarter 1975.
The results of these combinations of policies are shown in Table VIII . The assumption of 6 percent money growth yields a projection somewhat less than the CEA projection of 7.3 percent growth of GNP in 1975, but the difference is substantial in 1976. Whereas the CEA has a projected increase of GNP of 12.6 percent, the St. Louis model indicates that a steady increase in money at 6 percent would yield only a 7.6 percent increase in GNP. The assumption of 8 percent money growth gives a GNP for 1975 that is only marginally above the CEA projection. The faster monetary alternative also comes much closer than the 6 percent case to the CEA projection in 1976, though it still falls short by a substantial margin. There is an alternative interpretation, however, and that is that the CEA envisions a rapid advance in the income velocity of money as the recovery gets underway. This is a plausible assumption, though the implicit rise in velocity in 1976 for the 6 percent money case is very high relative to past experience. Given the Administration's GNP projections, a 6 percent growth of money would imply velocity growth of 2 percent in 1975 and 6.2 percent in 1976. An increase in velocity of 6.2 percent would be the largest for any one year since 1951.
Iinpli-cat-i-ons of Total~wnding P-rojectioris
Given the CEA projections of GNP for 1975 and 1976, aside from the matter of how they are achieved, leaves open the question of how GNP growth is going to be distributed between prices and output. This question is, of course, the critical one as evidenced by the success that the CEA enjoyed in projecting the advance of GNP in 1974, but the failure to accurately forecast its distribution between prices and output.
The task of projecting prices and output continues to be complicated by the operation of special factors. Even though the oil embargo was lifted last spring, it appears that price and output adjustments to higher energy prices are still taking place. Furthermore, the Administration's budget program contains an energy package that will require further adjustments. Also, even though wage and price controls were lifted in early 1974, there is a question of the long-term damage which this program imparted to the economy by distorting the allocation of resources. And finally, environmental regulations have become so pervasive in their influence that they can no longer be ignored in the determination of the growth in the nation's productive capacity.
To deal with these problems within the context of the St. Louis model, assumptions had to be made about the time path of potential output. Given the energy program proposed by the Administration, it was assumed that the course of potential output has been, and will continue to be, affected by higher energy prices and environmental regulations. The growth of potential output was assumed to be 3 percent.n To provide perspective, simulations were conducted through 1980 and compared with those of the Administration. 63-64. percent growth in M~but in contrast to Table VIII , assumes a trend growth in velocity of 2.9 percent.~' Federal spending is assumed to follow the course outlined in the budget. As noted earlier, the 1975 GNP projection for this case is essentially the same as the Administration's. In addition, there is virtually no difference in the projections of prices, output, and unemployment.
The picture in 1976 is much different, however, since a 6 percent growth in money does not come near generating the CEA's projected increase. The St. Louis model has the rate of inflation dropping to 6.6 percent in 1976, substantially below the CEA's projection of 7.5 percent. Because of the lower GNP projection in 1976, the St. Louis model shows a weaker~T he reservations expressed about velocity growth in 1976 also apply to the Administration's longer-term projections. Civen their 1980 CNP projection, the following combinations of money and velocity growth would yield such GNP growth from 1974 to 1980: In order to assess the validity of the CEA's projections of prices, output, and unemployment, the CEA's projected GNP path is taken as given in a St. Louis model simulation. This means that the question of attaining GNP is set aside to concentrate on the price and output projections. Since the 6 percent money alternative (with accelerated velocity) for the model was so close to the CEA projection for 1975, the simulation using the CEA GNP path is little different for that year. According to the St. Louis model, an acceleration of CNP has its primary effect on output in the short run. As a result, with prices little affected, say, compared to the case with 6 percent money, output jumps sharply to a 5.1 percent rate of increase in 1976. The high rate of GNP growth keeps inflation relatively high and produces an acceleration beginning in 1980. In contrast, even with high GNP growth, the CEA has inflation coming down steadily to 4 percent by 1980.
These simulations, based on varying assumptions, yield the following conclusions:
(1) The 1975 CEA projections of prices and output appear to he consistent with the path of GNP that they forecast.
(2) Shortly after 1975, there is an indication that the CEA might he too pessimistic on prices, which also leads to the possibility that output growth might It should he noted that these projections are based on an updated version of the St. Louis model as originally specified in 1970. According to the model, and despite recent experience with inflation, the price level is very slow to respond to a sustained acceleration in the growth of money and total spending. More recent work at the Bank indicates that a maintained growth in money of 6 percent would produce an inflation late of between 5 and 6 percent by 1980. See Leonall C Andersen and Denis S. be greater in the short run under their GNP assumptions.
(3) By the end of the decade, it appears that the CEA GNP path does not produce the steady decline in inflation and unemployment that they expect. Inflation stays high and, as a result, output growth is correspondingly less than the CEA projects.
SUTI MARY
The Administration has projected another year of rapid inflation and declining output. A projected improvement is hidden in the averages, however, as output is forecast to rise in the second half of 1975 and the rate of inflation is expected to decline. The Administration also offers a scenario for the rest of the decade such that by 1980 the inflation rate is reduced to 4 percent and the unemployment rate is reduced to 5.5 percent.
Despite the publication of long-range projections, the Administration program focuses on fiscal actions for the next 21 months. The budget program contains considerable stimulus in the form of tax cuts and continued increases in Federal spending. However, the monetary actions that they consider consistent with their 1975 economic program are not made explicit.
Using the St. Louis model as an aid in evaluating the economic plan, there was little basis for quarreling with the 1975 forecast. Beyond 1975, however, some questions were raised about the likelihood of boosting the growth of GN-P to the assumed rates without setting in motion further inflation problems later on. Rising inflation in the future also means that the growth in output is correspondingly reduced.
The Administration is confronted with very serious economic problems and has presented a program to deal with these problems. Despite the urgency of resuming output growth, according to the analysis of this article, the problem of inflation control continues paramount. There is little prospect for sustainable longrun growth until inflation is purged from the economic system. It is this goal that provides the challenge to the monetary authority to maintain a moderate expansion of money and credit in the face of huge budget deficits.
